Abstract: This paper analyzes two aspects of China's economic relationship with Latin America and the Caribbean (LAC
INTRODUCTION
"China is an awakening monster that can eat us."
Carlos Zúñiga, Nicaraguan CAFTA negotiator 1 Across the world there is increasing concern about the effects of China's emergence on the global economic stage. As the above quote by the CAFTA negotiator attests, Latin America is no exception. Among international organizations, academia, and governments, a small but burgeoning literature has emerged that attempts to examine the extent to which such concerns are justifi ed. In this report we identify and offer analytical guidance about this new research.
Specifi cally, we report on and analyze two aspects of China's economic relationship with Latin America and the Caribbean (LAC). First, we examine the extent to which China's economic growth is affecting trade between China and the region as well as Chinese investment in LAC. Second, we analyze the extent to which the emergence of China as a world exporter affects the ability of LAC countries to compete in world markets, both in terms of exports as well as in the capacity to attract foreign investment. Furthermore, we summarize our fi ndings and the fi ndings of previous studies and offer implications for policy and future research. 2 The evidence reveals that there is an emerging consensus regarding China and LAC. With respect to trade and investment fl ows, China accounts for a signifi cant amount of the boost in LAC exports and foreign investment in recent years. However, as is the case with most other regions of the world, LAC is running a signifi cant trade defi cit with China. Also of concern to some is the fact that the composition of LAC exports to China is largely raw materials and primary products.
Regarding the relative competitiveness of China and LAC, the two places have dissimilar export structures and therefore do not compete very much in world markets. LAC chiefl y exports raw materials and primary products to the rest of the world; China increasingly exports manufactured goods. The one exception to this is Mexico, which has a similar export profi le to China. There is near unanimous consensus that Mexico is losing competitiveness and foreign investment to China.
From a research perspective, it is of utmost importance that the work not stop here. China has only been a full-fl edged member of the world economy since it was admitted into the World Trade Organization in 2001. However, if the early trends identifi ed here hold for the near future, one could expect that China's growth may accentuate the LAC region's reliance on raw materials and primary products, contribute to the persistent issues of current account defi cits in LAC, and put LAC further behind in the race to "catch up" to other developing countries in establishing competitive high-value-added manufacturing capabilities.
In this space it is important to qualify that this is far from an exhaustive review of this burgeoning literature. In general, all major reports we review draw from more detailed and specifi c background works. Because our purpose is to report on the overall fi ndings of the literature on the two aforementioned aspects, we only resort to background papers when we believe the information in summary works is not detailed enough.
THE IMPACTS OF LAC-CHINA TRADE AND INVESTMENT
Given that China has a seemingly bottomless appetite for goods and services needed to fuel its growth, analysts examine the extent to which LAC can supply this rising demand. In this section we analyze the extent to which imports from China are contributing to export growth in LAC, examine bilateral trade between the two places, and note the effect of these trends on macroeconomic balances. Consistent with the bulk of the studies on these subjects, we fi nd that China's demand for goods is making a signifi cant and positive impact on the growth of LAC exports. The vast majority of these exports are primary commodities. We also show that, overall, over the past twelve years, LAC has gone from having a net trade surplus with China to a net trade defi cit.
The majority of studies on the issue of China's impacts on LAC economies have been conducted by international fi nancial institutions. Indeed, the most comprehensive assessments have been done by the World Bank, the Organisation for Economic Co-operation and Development (OECD), and the Inter-American Development Bank (IDB). With one exception, all of the studies use the same data set for their analyses, the United Nations Commodity Trade Statistics Database (Comtrade). Throughout this paper our own calculations, often mimicking the methods used by these institutions, use Comtrade as well (United Nations Statistics Division 2006).
China's growing demand for goods and services has had a positive and signifi cant impact on LAC exports. A recent World Bank study found that China's GDP growth from 2000 to 2004 explains approximately 7 percent of LAC's exports growth in 2004. This growth, however, has been quite uneven across different countries in Latin America. The World Bank study identifi es the Southern Cone and Andean nations as those that have been most positively affected-with increases equivalent to 14 and 9 percent of their total exports, respectively. In the case of Central American and Caribbean products, Chinese demand accounted for 2 and 1 percent, respectively, of their total exports in 2004 (Lederman, Olarreaga, and Perry 2006) .
The fi rst two columns of table 1 exhibit the mammoth increases in LAC exports to China. The next two columns replicate the analysis of the World Bank study over a longer term-we calculate the amount of increase in LAC exports that is attributable to China's increased imports from the region. Adding one more year of analysis to the World Bank study (which looked at 2001 to 2004), we fi nd that Chinese exports are still approximately 7 percent of export growth in LAC. We also exhibit these trends during the period from 1993 to 1997 to show how China was of relatively small importance to the export profi les of LAC countries just a decade ago. This table also confi rms arguments that the majority of export growth to China is found in Southern Cone and Andean nations, which are largely exporting agro-industrial products and raw materials to China, whereas in Central America and Mexico, China accounts for less than the average amount of total export growth (Dussel Peters 2005) .
The World Bank study also shows that China has emerged as a significant source of foreign direct investment (FDI) into LAC. Moreover, in a background study, Cravino, Lederman, and Olarreaga (2006) argue that China's entrance to the world stage as a net creditor has had important positive effects for Latin America, beyond direct fl ows: "Regardless of whether China and India's capital fl ows are aimed at LAC markets, their growth accompanied by an increase in net foreign lending has contributed to lowering the cost of capital for LAC net debtors." A Bank of Spain study sees a potential for ever increasing FDI into LAC, arguing that as China grows it will want to secure access to raw materials, prompting investment in the region (Santabárbara and García-Herrero 2005) . It is also important to examine the composition of LAC exports to China. Building on the discussion about the impact that Chinese demand has had on the volume of exports, different authors look at the composition of LAC's export basket to China. Mauricio Mesquita Moreira (2007) shows that exports to China are largely primary commodities. A fi nding that has been largely overlooked in the literature thus far is the fact that LAC has been importing more from China than it has been exporting. Indeed, as shown in table 3, the region had a trade surplus with China in 1993 of $158 million (2005 U.S. dollars) but posted a trade defi cit with China in 2005 to the tune of over $16 billion. Only Brazil, Argentina, Chile, and Peru have surpluses with China (chiefl y a result of exporting grains, beef, and copper). For each nation that has a defi cit with China, the defi cit makes up a signifi cant portion of the nation's total defi cit. In Colombia, the trade defi cit with China is ten times the nation's entire trade defi cit, and in Mexico, the China defi cit is twice the entire defi cit (since the total trade defi cit is offset by surpluses with other countries). In Uruguay the defi cit with China is 25 percent of its total defi cit, and Guatemala's defi cit with China is 14 percent of its total.
We are aware that from a macroeconomic standpoint, bilateral trade balances are not a relevant measure. It is well known that what really matters is the overall trade balance. However, we have chosen to point out trends in bilateral trade balances between LAC and China for two important reasons. First, many of the studies reviewed point to positive bilateral trade balances with China as a source of good news. Pointing out that positive balances exist only for some countries, while negative balances prevail for others, only helps to put the fi ndings of the studies in the adequate perspective. Secondly, as inaccurate as looking at bilateral trade balances may be, it is nonetheless true that policy makers pay signifi cant attention to this measure. For example, it is commonplace in debates about the Chinese competitive threat to U.S. production to see both press outlets and policy makers highlight the growing bilateral trade defi cit with China.
A recent Mexico-specifi c study shows that since 2003, China has become second only to the United States in Mexican imports. The study further shows that China was the principal nation with which Mexico had a trade defi cit that year (Dussel Peters 2005) . This trend may be accentuating. Mesquita Moreira (2007) looked at the evolution of LAC's imports from China and, with the caveat that reliable data on market penetration for the entire region is diffi cult to obtain, he fi nds that trade fl ows suggest that China's moderate presence in LAC's domestic manufacturing market is changing rapidly. He also fi nds an increasing Chinese share of manufacturing imports in all LAC's subregions. More specifi cally, he fi nds that, in the When one examines the export structures of LAC and China it is fairly straightforward to see that LAC would supply China with raw materials and commodities, and China would export manufactures to LAC. When comparing the exporting structure of fi fteen LAC countries with the importing structure of China, a recent OECD study fi nds that the goods that LAC countries export and China imports are mainly commoditiesexcept in the case of Mexico. Conducting this analysis at a greater level of detail for a subset of countries (Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela), the OECD study fi nds that the sector in which these countries are specialized and China is not is clearly raw materials (wood products, processed food, minerals, and perishable goods). These two fi ndings, the study argues, are problematic in that trade with China could entail a deeper specialization in primary products (we discuss this issue in further detail in Summary and Conclusions). In the short term, however, China's demand for raw materials is positive not only because it may increase direct exports from LAC but also because it may help to drive the prices of these exports higher (Blázquez-Lidoy, Rodríguez, and Santiso 2006).
COMPETITIVENESS IN WORLD MARKETS
"What are the factors driving the crisis of the textile sector? First is the global competition of China, which is more and more present in every market."
Isaac Soloducho, President of Paylana 3
Perhaps of even more concern to Latin Americans is the extent to which China will outcompete LAC in world markets. In other words, is China penetrating (or does it have the potential to penetrate) world export markets at a faster rate than fi rms in LAC? Interestingly, such fears are not justifi ed, at least in the short and intermediate term. The majority of analyses show that since LAC has a different export structure than China, it is simply not exporting the same types of products to world markets that China does. Therefore, LAC is not as threatened by China's rapid penetration of world markets as one might think. The one exception to this rule is Mexico, which has a very similar export structure to China and has been 3. Paylana is a leading exporter of high-quality wool-based apparel in Uruguay; Soloducho quoted in El Observador (Uruguay), November 20, 2006, p. 13. shown to be losing competitiveness to China in both exports and foreign investment.
Comparisons of export structure are based on the assumption that similar export structures will suggest the highest potential for competition. An OECD study found:
In general terms, the results suggest that there is no trade competition between China and Latin America . . . [Moreover] this trade competition is even decreasing rather than increasing over the recent period of time. Not surprisingly, countries that export mainly commodities face lower competition . . . Paraguay, Venezuela, Bolivia and Panama are those that exhibit the lowest fi gures among 34 selected economies, i.e. those are the countries that suffer less from Chinese trade competition. Brazil could be considered as an intermediate case between Mexico and Venezuela. (Blázquez-Lidoy, Rodríguez, and Santiso 2006) Estimating the different determinants of LAC exports, the World Bank study fi nds no evidence to support the argument that Chinese exports are replacing LAC exports in the world marketplace. Rather, it fi nds that the growth in Chinese exports to third markets leads to an increase in LAC exports to these markets equivalent to 32 percent of LAC exports in 2004, a result the authors interpret to mean that exports from China and from LAC complement rather than substitute each other in world markets. This World Bank study also fi nds a positive impact of Chinese exports to LAC on LAC exports to third markets, suggesting that imports of a larger variety of cheaper Chinese goods are positively affecting LAC's competitiveness in third markets (Lederman, Olarreaga, and Perry 2006) . However, a recent IDB study notes that the two areas' export profi les are beginning to converge, and therefore fi erce competition could ensue in the future: "As China and Latin America-and Mexico in particular-have converged toward increasingly similar export baskets, especially in manufacturing industries, direct competition has intensifi ed" (Devlin, Estevadeordal, and Rodríguez-Clare 2006) .
Lall and Weiss tackle this question using a different approach. They examine the evolution of China and LAC export shares in both the world and U.S. markets and look for evidence of increased Chinese competition by studying increased penetration of Chinese exports in concert with decreased penetration of LAC exports. More specifi cally, they defi ne a category in which China's market share is rising (for either the world market or the U.S. market) and LAC's is decreasing as a category in which LAC is experiencing a "direct threat" from China. Similarly, they defi ne a category in which both China's and LAC's shares are increasing but China's share is increasing faster as a category in which LAC is experiencing a "partial threat" from China. Lall and Weiss correctly note that this analysis is of the fi rst order, given that these "threats" may be spurious and are not backed by econometric analysis.
Using this analytical framework, the authors argue that "[f]or the world market for all the LAC 18 countries [in the study] together, the average weighted share of 'threatened exports'-under direct plus partial threat-is surprisingly stable at 45.1% in 1990 and 39.4% in 2002." The authors also fi nd that the intensity of the Chinese threat has decreased signifi cantly over time and that, in 2002, only 11 percent of LAC exports experienced a "direct threat" (Lall and Weiss 2005) . Table 4 exhibits an aggregate view of the data using the methodology of Lall and Weiss for the years 2000 to 2004. Although the data are quite aggregated and thus mask the nuance of sector-specifi c details, the table underscores the general trend that resource-based and agricultural commodities are not under "threat." However, in every case, for manufacturing, LAC either declined in share or grew slowly while China made signifi cant changes.
Using a very similar methodology, 4 Mesquita Moreira fi nds that "LAC losses to China in the world markets in 1990-2004 were on the whole relatively small, reaching 1.7% of the region's total manufacturing exports in 2004 (US$ 5.5 billion). As expected, given the differences in factor endow-4. Where "a market share loss for LAC (in any product or market) is understood as a refl ection of the fact that its exports have grown less than world exports because its exports were (i) less dynamic than those of China and/or (ii) less dynamic than those of the rest of the world" (Mesquita Moreira 2007). Because he focuses on China, Mesquita Moreira's fi gures refer to "the losses due to (i), that is, market share losses that can be attributed directly to China, measured as a percentage of total exports in 2004." ments, the highest losses were in low-tech, labor-intensive goods, which responded for nearly 30% of the total losses." However, argues Mesquita Moreira, " [t] he losses seen in the other categories reinforce the earlier argument that LAC should be prepared to face competition from China on the whole factor-intensity spectrum, from high-tech to natural resourcebased manufactured goods" (2007) . Moreover, losses mounted in the last years of the period. In a previous version of the same paper which covered the 1990-2002 period, Mesquita Moreira (2004) found that 0.7 percent of the region's exports was being lost to China. Adding two years to the analysis increased the fi gure to 1.7 percent.
There is concern about the extent to which LAC is losing FDI to China that would otherwise have fl owed to LAC. The empirical evidence suggests otherwise, however. The World Bank study does not fi nd evidence of China-driven FDI diversion from LAC but rather a synergy between investment fl ows to China and to LAC. Based on these fi ndings, in their background study, Cravino, Lederman, and Olarreaga (2006) argue that "the threat from China and India in terms of FDI might be the dog that did not bark." Chantasasawat et al. (2004) agree with this assessment. They fi nd, using 1990-2002 data, that there is no strong relationship between FDI into China and Latin America and, when present, the relationship is mildly positive. However, looking at shares of FDI directed toward developing countries, they do fi nd that an increase in China's investment negatively affected Latin America's share.
On a similar note, the IDB study argues that because the international market for foreign direct investment is not integrated but compartmentalized, what matters in terms of assessing competition for FDI fl ows is the degree to which China and Latin American source their FDI fl ows from the same group of countries. These authors fi nd that, for the most part, China and Latin America do not use the same sources of FDI, and, for the only two countries that do invest signifi cantly in both Latin America and China (the United States and Japan), they fi nd no correlation between growth in FDI fl ows to China and decreases of FDI to Latin America (Devlin, Estevadeordal, and Rodríguez-Clare 2006) . Therefore, the emerging consensus seems to be that in terms of absolute levels, China is not diverting FDI fl ows to Latin America and, if anything, is contributing to their increase.
THE CASE OF MEXICO
Perhaps most surprising is the fi nding that virtually every study that either compares export structures or that conducts an empirical assessment of the competitiveness of LAC exports in world markets relative to China singles out Mexico as an exception. Mexico has a similar export structure to China's and therefore has the potential to face competition with China in world markets. Some analyses show that this is already happening both in terms of exports and FDI.
As the OECD study points out, the comparison of Mexico and China's export structures shows "Mexico facing strong commercial competition" (Blázquez-Lidoy, Rodríguez, and Santiso 2006) . The World Bank study agrees with these fi ndings, and argues that "Mexico is the only country in LAC whose comparative advantage has been moving in the same direction as the comparative advantage of the two Asian economies [India and China] . This obviously calls for larger adjustment needs than in the rest of the region" (Lederman, Olarreaga, and Perry 2006) . This result is shared by Lall and Weiss who also compare export structures and conclude that "for all exports, China overlaps signifi cantly only with Mexico and Costa Rica . . . Other LAC countries show almost no correlation with China." Moreover, Lall and Weiss (2005) fi nd this to be especially true when the analysis is restricted to manufacturing.
This fi nding is confi rmed by Dussel Peters, who analyzes the competitiveness impact to Mexico and Central America in further detail. Looking at the top export product categories for Central America and Mexico to the U.S. market between 1990 and 2003, he fi nds that:
the results of this analysis indicate a high degree of competition in the main product categories for exports to the United States by Central America and Mexico with China. This competition especially involves clothing, electronics and auto parts, but also items such as furniture, optical instruments and apparatus, among others. With some exceptions-clothing, knitted or crocheted for Central American and autos for Mexico-the dynamic growth of Chinese exports and their increasing share of the U.S. market seems to have initiated a deep going process that began in 2000 of Beijing displacing its main competitors. The process seemed to be particularly far reaching in the case of light industry, although with expectations that will increase in other sectors such as autos and auto parts. On the contrary, in the energy product categories and agricultural and agro-industrial items, China's presence is reduced and, considering the overall analysis of Chinese imports in these fi elds, growing competition with China in the U.S. market cannot be expected. (Dussel Peters 2005) Although they show that Mexico's export structure hinted that Mexico would be threatened in world markets, in an analysis of the U.S. market from 1990 to 2002, Lall and Weiss (2005) fi nd that a relatively small amount of Mexican exports to the United States were under "threat." However, an analysis that incorporates just two more years of data (crucial ones, given China's entry into the WTO in 2001), fi nds that Mexico was becoming signifi cantly threatened from Chinese exports in the U.S. market. As shown in table 5, in resource-based and all levels of technological exports to the United States, Mexico is either losing shares of the U.S. market where China is gaining, or gaining in cases where China is gaining much faster (Gallagher and Porzecanski 2007 ).
Mexico appears to be losing FDI to China as well. A Bank of Spain study performs an econometric analysis to examine the existence of a substitution effect of Chinese FDI. In general the authors fi nd little evidence of a substitution effect. Conducting this analysis for the period from 1984 to 2001, the authors don't fi nd evidence of a substitution effect. However, and in disagreement with the fi ndings presented above, when they conduct their analysis for the period from 1995 to 2001 (when Chinese growth was greater and the impact of China's potential and then actual entrance to the WTO was likely to be felt) the authors fi nd that, when Chinese inward FDI increases by $100 million, Colombian and Mexican inward FDI is reduced by $84 and $29 million, respectively. [What Mexico and Colombia have in common is the relatively large share of FDI in manufacturing-59 percent for Mexico and 21 percent for Colombia-particularly when compared with the other countries in the sample.] . . . This result is particularly interesting in the case of Mexico since its free trade agreement with the US (NAFTA) was in place during the whole time span and inward FDI generally increased. In fact, it only started to fall more recently, in 2002, but this does not imply that China had no effect. Our results should be read in terms of a counterfactual: Had Chinese inward FDI not been so strong, Mexico could have attracted more FDI than it actually did. (Santabárbara and García-Herrero 2005) Dussel Peters fi nds this to be the case for the textiles and electronics sectors in Mexico. In the electronics sector, he fi nds that $514 million in FDI was diverted from the hi-tech hub of Guadalajara, Mexico, alone (Dussel Peters 2005) . Of all developing countries, Mexico enjoys the closest proximity to the United States-the largest market in the world-as well as the most preferential access via the North American Free Trade Agreement (NAFTA). Given that China is thousands of miles from the U.S. border and has less than favorable access to U.S. markets, Mexico should be quite concerned about its prospects for export-led growth under businessas-usual scenarios. 
SUMMARY AND CONCLUSIONS
This report has summarized and confi rmed the numerous analyses of the impact of China's explosive economic growth on LAC. The report largely addresses two broad issues: fi rst, the extent to which bilateral LAC-China trade and investment fl ows are changing, and second, the extent to which LAC is losing competitiveness in world markets to Chinese exports.
There is near unanimity that China's growth accounts for a positive and signifi cant amount of the increase in LAC exports in recent years, namely because of China's growing demand for primary commodities. However, in all but a few cases, LAC is importing more from China that it exports, contributing to the persistent issue of trade defi cits in the region. Indeed, Uruguay's defi cit with China is 25 percent of the nation's entire defi cit.
There is consensus on the competitiveness implications as well. In the short term, LAC is not threatened by Chinese exports abroad because the composition (or structure) of LAC exports is strikingly different from that of China. Indeed, there is some evidence that suggests that LAC exports complement Chinese exports and lead to more trade and investment. Mexico, however, is an exception because it has a very similar export profi le to China's. Mexico is losing market shares or at least growing more slowly than China in many important world markets.
What are the implications of these fi ndings? To put the fi ndings in another manner: China is accentuating LAC's dependence on primary commodities and its persistent trade defi cits. This could exacerbate long-held concerns in the region over commodity dependence. These concerns are rife throughout the literature. The World Bank says:
The move towards natural-resource-intensive products implies a more concentrated export bundle in LAC. This raises concerns regarding the vulnerability of LAC to future (negative) terms of trade shocks, but more importantly there is also a feeling within LAC that the gains associated with natural-resource-intensive exports are not being widely spread. The economic, but also political, sustainability of this specialization in natural-resource-intensive sectors depends on the extent to which gains are shared with owners of other factors of production. (Lederman, Olarreaga, and Perry 2006) This concern is shared by Lall and Weiss (2005) , who argue that LAC faces a more serious threat over the long term: the export specialization of most of LAC is heavily biased towards resource-based and primary products, with a very small share of technology-intensive products. Chinese growth may thus constrain its ability to diversify into more dynamic and technologically advanced products, with potential harm to its dynamic comparative advantage.
Along the same line of argument about opportunities for future diversification, Mesquita Moreira (2004) argues that:
If one accepts the premise that diversifi cation into increasing return, human capital and technology-intensive industries is good for growth, what they [LAC countries] are seeing is an increasingly congested fi eld ahead, not least by China, which calls into question their prospects of a more diversifi ed and dynamic economy.
The distributive and social effects of this accentuated dependence on primary commodities is, as Jenkins and Dussel Peters (2006) point out, the least researched aspect of China's challenge to Latin America, and is where more work is needed. Phillips (2007) argues that the emergence of China and the resulting shrinkage of development space for Latin America may even result not in the known pattern of specialization in primary commodities but, due to inability to reduce wage differentials, in a deepening of the "onshore provision of labour in the US economy" and a move toward a remittance-based model of development, particularly in the countries most affected by China's competition in light manufacturing.
The challenge seems to be, then, to move to higher-value manufacturing, as the Economist has suggested:
China and India are sucking in a lot of the foreign investment that Mexico had hoped for. Manufacturing wages in Mexico are only one-tenth those in the United States, but more than three times those in China. If it wants to keep ahead of China, and stop its own people from leaving for better jobs north of the border, Mexico must move to higher-value manufacturing. (2006) The trends in the larger literature and those presented here build a clear rationale for government policy that could diversify the region's output toward manufacturing. Indeed, nearly all of the reports and papers discussed in this report point to an array of policies ranging from macroeconomic prescriptions to micro-based industrial policy. That being said, there has been relatively little rigorous work on the actual policy responses. If the trends that have been identifi ed continue, there will have to be a signifi cant policy response, and a decisive one. The policy arena is an area for new research and must confront the fact that LAC lacks the fi nancing, political will, and policy space under current trade agreements to engage in many of the policies that its East Asian counterparts have practiced in the past.
